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OUTLOOK

By Randy Zaharia, CFA

The recent headlines on the U.S.
economy and the equity markets
would have us believe that this is
the worst of times. Recently, the
Wall Street Jowrnal carried an arti-
cle about the ten days that shook
the financial world, referring to
the fall and takeover of Bear
Stearns, and the financial stresses
surrounding these events. This was
but one of hundreds of articles and
newspaper headlines emphasizing
the difficult financial markets
and/or the sluggish U.S. economy

continued on page 2
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IS BIG BAD OIL STILL A
Good Investment?

By Katie Habegger, CFP®
“World oil and gas running out.”

“End of oil could fuel end of civilization
as we know it.”

“Earth headed for global warming
catastrophe.”

e have all seen the head-

lines — but is the situa-

tion really as dire as

some pundits would have
us believe? We will not attempt to take
sides on the global warm-
ing debate in this article,
but we will try to show
that investing in energy
companies can make sense
both in the short term and
the long term.

Over the past several
years, returns from the
major integrated oil and
gas companies have com-
fortably outpaced the
returns from the Standard & Poor’s 500
Index (S&P 500). Shareholders have
been rewarded not only by substantial
increases in share prices, but by steadily
increasing dividend yields—and all this
with less volatility than the S&P 500.

Oil company profits have been criticized

as “obscene.” As investors, can we expect
that this happy state of affairs will con-
tinue for the next decade and beyond?
Let us look at the challenges ahead.

At some point, the world will reach
“Peak Oil,” defined as the point in time
when the maximum rate of global petro-
leum production is reached, after which
the rate of production enters its terminal
decline. The late geophysicist Dr. M.
King Hubbert correctly predicted in
1956 that oil production in the lower 48
U.S. states would peak between 1965
and 1970, and now we import the
majority of our oil. Fortunately, new
technologies are assisting in oil and gas
recovery from previously unknown or
inaccessible deposits in remote areas,
extending the worldwide “Peak Oil”
date well into the future. It is currently

Over the past several years, returns
from the major integrated oil and

gas companies have comfortably
outpaced the returns from the Standard
& Poor’s 500 Index (S&P 500).

estimated that the world’s recoverable
conventional oil resources exceed three
trillion barrels, with additional resources
such as oil sands bringing the total to up
to five trillion barrels. Approximately
one trillion barrels have been produced
since oil was first discovered.

continued on page 6
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FROM THE PRESIDENT

lifford Swan just completed its

first full quarter as a combined

company. I am proud to say it
has been a much more pleasant and less
tumultuous experience than we wit-
nessed during this same period in the
financial markets.

As you read this, demolition should have
begun beyond the southern walls of our
Los Robles office. I am amazed how chal-
lenging it is to build-out and occupy an
otherwise tenantless space, but I suppose
bureaucracy is everywhere. Yet, with a
little luck, my next column will
announce the combination all of our col-
leagues under one roof and an invitation
to join us to celebrate the event.

Missing from my previous comments,
which were limited by space available in
our inaugural newsletter, is the acknowl-
edgement of Clifford Swan’s newest part-
ners. Concurrent with the merger, we
welcomed two long-time and valuable
members of our team as full partners.

Carolyn Barber joined the firm in 1996
and has served a variety of roles, includ-
ing behind-the-scenes work on a number
of important and intricate client issues.

By Peter Boyle, CFA, CIC

She not only achieved her CFA designa-
tion, but recently passed the testing for
her Certificate in Investment
Performance Measurement (CIPM). This
added designation provides the firm with
an important resource for the benefit of
our investment product and continuing
compliance with increasingly complex
measurement standards.

Roger Gewecke joined the firm in 2005
from Van Deventer & Hoch where he
served as a partner and Senior Portfolio
Manager. While initially dedicating him-
self to the research portion of our busi-
ness, he has also emerged as a valuable
portfolio manager working directly with
both high net-worth and non-profit
clients. Roger continues to be a key
member of the research team drawing on
his 25 years of analytic experience.

Carolyn and Roger add to the next gen-
eration in the firm’s portfolio manage-
ment team, helping to ensure the con-
tinuing vitality of our organization well
into the future.

Turning to the balance of this newsletter,
you will note that each newsletter con-
tains a section dedicated to Planned

MARKET OUTLOOK continued from page 1

Giving News. For those of you who may
have been previously unaware of this
aspect of our business, we specialize in pro-
viding investment management and
administration for charitable trusts and
planned gifts for both individual trustees
and non-profit organizations. While this
can be a pretty technically challenging
field, we hope our articles provide some
insight and education regarding issues par-
ticular to these gifts. A case in point is this
newsletter’s article on gift annuities. While
Maye goes into some detail regarding this
subject matter, the opening paragraph is a
great overview of how these charitable
gifts work. Suffice it to say that if you ever
have any questions about charitable giv-
ing, please do not hesitate to talk with us.

I hope you enjoy the newsletter. Each
author takes time to research the topics
they write about with the intent of pro-
viding information which is both timely
and educational. I know I speak for my
partners when I say that your input in
invaluable. If there is a subject you think
others might find interesting and you
would like us to explore, please let us
know. Or if you just want to share your
comments, we're listening. ¢

we are currently experiencing. GDP
growth for the fourtth quarter of 2007
was barely above 0%, and estimates for
the first quarter of 2008 range from down
1% to up 0.5%. Payroll trends are not
looking good, and consumer spending is
sputtering. While the exact timing of
when we may have entered a recession
will be left to others to determine, most
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observers believe we are in the midst of
one now.

So, how long could this rough patch in
the economy last? Let’s take a look at the
eleven previous recessions since 1945
(about one every five to six years).
Amongst these eleven periods, the aver-
age duration of an economic downturn

was ten months with a total economic
shortfall of nearly 2%. The shortest
downturn was six months (1980-81),
while the longest were sixteen months
(1973-75; 1981-82). When we combine
the degree of financial leverage involved
in the U.S. and global financial markets
over the last few years with the need to
continued on page 5



PLEVING NEWS

GIFT ANNUITIES:

Safe Or Sorry!

By Maye Albanez,
CFA, CIC

The American Council
- on Gift Annuities
| (ACGA) defines a gift

annuity as:

A gift annuity (also referred to as a
“charitable gift annuity” or “CGA”) is
a contract (not a “trust”) under which
a charity, in return for a transfer of
cash, marketable securities or other
assets, agrees to pay a fixed amount of
money (payment ) to one or two indi-
viduals, for their lifetime... the con-
tributed property (the gift), given irrev-
ocably, becomes a part of the charity’s
assets, and the payments are a general
obligation of the charity. The annuity is
backed by the charity’s entire assets, not
just by the property contributed. Unlike
a trust, annuity payments continue for
the life/lives of the annuitant(s), and
not ONLY as long as assets remain in
the Gift Annuity Fund.

In our role as investment managers and
administrators of planned giving assets,
our non-profit clients periodically ask
about the wisdom of spending a reason-
able portion of gift annuities prior to the
demise of the annuity’s beneficiaries.
Some charities would like the opportuni-
ty to fund current projects with a portion
of those annuities, while still leaving a
prudent amount of the gift invested to
fulfill their obligation to annuitants.

Our opinion—one that is shared by
many board members and financial rep-
resentatives of the charities we serve—is
that funds should NOT be taken from
gift annuities until the obligation to the
last annuitant of each contract is ful-

filled. This opinion is not always shared
by development people who understand-
ably have a need to show the good work
of the charity as they look for additional
gifts among prospective donors.

We recognize the more conservative pos-
ture of retaining the entire
gift in the pool is more
common among charities
with mature programs.
Many of them are fortu-
nate to have a string of
yearly maturities to fulfill
their charitable objectives.
Younger programs in exis-
tence for a few years do
not share this luxury;
instead, they are forced to
wait several years before
funding their stated chari-
table objectives.

Assumptions Behind The ACGA
Uniform Gift Annuity Rates

The ACGA and the planned giving world
generally assume that the residuary value
to a charity of a gift annuity upon its ter-
mination is about 50%. This residuary
value for the year ending June 30, 2008, is
based on uniform gift annuity rates sug-
gested by the ACGA each year, which
assume: the entire gift will be invested,
that only 1% of the remaining fund bal-
ance will be used annually for expenses,
and that total annual investment return
on gift annuity reserves will be 6.25%. Life
expectancies are based on the Annuity
2000 Mortality Tables for female lives with

a two-year setback in ages.

The above assumptions and expected
remainder value could lead a charity to ask

itself whether spending something less
than 50% of the original gift value might
be safe, while still honoring the commit-
ment to the annuitant(s). Prior to arriving
at that conclusion, one must consider a
variety of issues. Among these are invest-
ment returns, diversification of gift annu-

In our role as investment managers
and administrators of planned
giving assets, our non-profit clients
periodically ask about the wisdom

of spending a reasonable portion of gift
annuities prior to the demise of the
annuity’s beneficiaries.

ities, and the loss of compounded returns
due to a reduced initial investable amount.

Investment Returns Are Not Always
What They Should Be

The ACGA provides additional informa-
tion on its website regarding asset alloca-
tion assumptions behind their suggested
maximum gift annuity rates. It is
assumed that gift annuities will be
invested 40% in equities, 55% in bonds
and 5% in cash. The returns assumed for
each asset class are 9% for equities,
4.68% for 10-year Treasury bonds, and
4.96% for cash. Though their website
does not specify a time horizon for these
returns, we feel safe assuming these are
longer term in nature.

The assumed mix of investment returns
and asset allocation results in a long-

continued on page 7
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DEVELOPING FINANCIALLY

Savvy Young Adults

By David Andrew

serious prob-
lem facing the
United States
today is the lack of
. financial knowledge of
the average young adult. As a nation, we
are deficient in teaching the next gener-

ation the personal financial skills needed
to support a lifetime of managing money
matters. While many young people are
familiar with “what” personal finance
encompasses, they are seriously lacking
knowledge of “how” this subject can be
used to their advantage. A further com-
plicating factor is that young people
often have ambitious expectations about
what standard of living to anticipate as
new wage earners.

Many young people have been condi-
tioned to expect to enjoy at least their
childhood lifestyle during and immedi-
ately after school, even though the reali-
ty is that for most students today it takes
longer to achieve their parents’ standard
of living than it did in the previous gen-
eration. As a result, parents often feel
uncomfortable and confused as they see
their children’s slow progress toward
financial independence. Meanwhile,
young adults are deciding that remaining
financially dependent and living at
home for a long period is justified. As
concerned parents or grandparents, we
must take control and provide the learn-
ing tools and experiences which will
give our youth a solid foundation from
which to manage their finances. Here
are a few suggestions on how we can
help provide the basics of financial liter-
acy to young adults.

Share Your Money
Experiences

Young people grow up with an intuitive
notion of personal finance. They often
see their parents working on a budget,
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balancing a check book, preparing
income taxes, comparison shopping,
making a major purchase, and using a
credit card for purchases. But what they
really need is to have us share our actual
money experiences with “hands on”
practice. We need to tell young people
both what we are doing and why we are
doing it. In this regard, we should share
both our successes and failures in making
financial decisions.

Opening Bank and
Saving Accounts

At age 18, a young adult can open his or
her own checking and savings account.
Children under 18 can open a custodian
account. Consider making a parent/child
visit to the bank to open these accounts
an honored coming-of-age ritual in your
family. During the visit with the bank
officer, review how to track deposits and
withdrawals, arrange for an ATM
machine debit card and a first PIN num-
ber. Review safe ATM habits and online

...the reality is that for most students
today it takes longer to achieve their

The Use and Abuse of
Credit Cards

Most young people receive their first
credit and debit card when they open a
checking account. This may be the only
credit card they need for a long time.
Unfortunately, the many credit card
offers that follow are often too tempting
to refuse. This is illustrated by the fact
that credit card debt is now a major fac-
tor contributing to college drop-out rates.

Students need to be made aware of not
only these dangers, but also the positive
aspects of credit card debt. College is
actually a terrific opportunity to establish
a good credit history, which will be very
helpful after graduation. Graduates with
a poor credit history - or no credit histo-
ry - are at a disadvantage. Credit history
checks are routine for many potential
landlords, car insurance companies, indi-
vidual health insurance companies, and
even employers. Consequently, savvy
college students should make small
charges regularly and pay
the total charges in full
each month.

Opening
Investment
Accounts

parents’ standard of living than it did

in the previous generation.

banking. Help your child think through
what percentage of earned income, and
of gifted monies, will go to checking
versus to savings. Use this opportunity
to promote the notion that “in our fami-
ly” both savings and charitable giving
are important, starting with the first
dollar. Also, emphasizing the idea of
“saving for an emergency” and distin-
guishing between “wants” and “needs” is
certainly recommended.

Once your child or grand-
child has earned income
(reported on a W2 form at
year end), consider open-
ing a Roth IRA account,
which has an IRS limit of the smaller of
earned income or the annual contribu-
tion limit and no minimum age for estab-
lishment. Explain that a Roth IRA is
one of the most powerful savings vehicles
available and a potentially important
source of long-term wealth.
Contributions are made with after-tax
dollars, but then grow tax sheltered and

continued on page 5



also escape taxation at withdrawal.
While it is necessary for the owner of the
Roth IRA (your child or grandchild) to
have earned income, there is no IRS pro-
hibition preventing parents or grandpar-
ents from funding all or part of the con-
tribution, if they choose to do so.

Some families offer a parental (or grand-
parental) matching contribution, some
fund the entire contribution, while oth-
ers make up the difference between an
agreed-upon child’s contribution and the
IRS maximum allowed contribution, or
between an agreed upon child’s contribu-
tion and the minimum amount required
by the IRA company to open an IRA.

Some families offer funding each year,
while others just provide a first-year
“jumpstart” contribution, and some pro-
vide no funding at all. Regardless of
how much is contributed, or by whom
it is contributed, make the opening of a
Roth IRA or custodian account an
honored family tradition. As part of the
tradition, focus everyone’s attention on
the power of compounding and, in par-
ticular, on the power of saving early
and regularly.

While children cannot actually invest
on their own until they reach the age of

MARKET OUTLOOK

As parents and grandparents,
we need to form mentoring relationships

with our young people so they can learn
the principles of successful financial
planning and investing.

legal adulthood, you can buy invest-
ments under the Uniform Gifts (or
Transfers) to Minors Act and act as a
“custodian” for your child. This is a
great way to introduce young people to
the world of investing. The important
thing for the adult to remember is not
to do it all yourself. Include your young
adult in deciding what mutual funds or
common stock to buy. With due respect
to all the computer-driven stock market
games out there, there is nothing quite
like real ownership in the stock market.

Become More
Knowledgeable Yourself

Parents and grandparents do not have to
be financial experts to help a young
adult. In fact, many parents are learning
at the same time as their children. You
do not have to know all of the answers,
only know where to go for unbiased
answers. In addition to your Investment
Counselor, there are many excellent
books, magazines, newspapers, and tele-
vision programs which help explain vari-

continued from page 2

ous aspects of investing.
As you become more com-
fortable with your knowl-
edge level, it will be easier
for you to help your chil-
dren learn.

Initiate Interesting Learning
Projects with Your Children

Strive to make personal finance a fun
learning project with young people. For
example, ask questions like, “What is a
corporation?” “What are some key fac-
tors in selecting a common stock?” You
can act like a coach and encourage
your young person to find out the
answers on his or her own. One of the
best ways to learn is by doing. If young
people own some investments, the two
of you can follow the company’s
progress together.

As parents and grandparents, we need
to form mentoring relationships with
our young people so they can learn the
principles of successful financial plan-
ning and investing. These children are
our legacy and it is important to pass
along our experience and values. Make
this the year that you help your young
adult get started in learning about their
financial future. &

de-leverage much of it, we could reason-
ably assume an average to slightly longer
recession this time around. If we further
assume this downturn began at the end
of 2007, we can reasonably look for the
economy to be improving by the end of
this year or the beginning of next year.
That sounds a long way off, but the equi-
ty markets usually have a way of spotting
the upturn in the economy three to six
months before it occurs.

It is possible the equity markets, now
down 12-14% from their highs (with
NASDAQ down 20% from its high),
could rebound by the second half of
this year and continue to modestly
improve into 2009. Consumer discre-
tionary stocks (retailers, autos, etc.),
financial stocks, as well as information
technology stocks have been poor per-
formers during the last few months.
These sectors might provide investment

opportunities for portfolios over the
next few quarters. Of course, the mar-
kets are still highly volatile and unpre-
dictable. Establishing new stock posi-
tions with an eye to 2009 and beyond is
our objective. Ultimately, we believe
investors and clients will be rewarded
over the next few years for owning fun-
damentally sound stocks at compara-
tively attractive prices. ¢
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IS BIG BAD OIL STILL A GOOD INVESTMENT? continued from page 1

However, declining reserves are only part
of the equation, as we must also recog-
nize that the world’s energy needs are
rapidly increasing. The world population
is expanding, and it is predicted that by
2030 the world’s energy needs will be
almost 50% greater than today, with the
most rapid growth — and the greatest pol-
lution — coming from developing coun-
tries. We clearly need to focus on finding
ways to conserve energy, develop viable
alternatives to oil, and reduce green-
house gas emissions.

Gonservation

Today’s weakening economy and rising
gasoline prices seem finally to have
encouraged the American consumer to
reduce driving, and demand for minivans
and large sport utility vehicles is declin-
ing. Hybrid vehicle technology should
play an increasingly important role in
the coming years, as it is expected to
become less expensive and available on a
wider variety of vehicles. Exxon Mobil
recently announced that its researchers
had achieved major improvements in
lithium-ion batteries. Lithium-ion batter-
ies are lighter, smaller, and more power-
ful than the nickel-metal hydride batter-
ies currently used, and could eventually
power the next generation of hybrid and
all-electric cars. Even the American
landscape is gradually changing as
sprawling suburbs far from employment
centers become less desirable, and devel-
opers build more mixed-
use, walkable neighbor-
hoods near retail centers
and public transportation.

Alternative Energy

Wind and solar energy are
expected to be the most
rapidly-growing alternative
energy sources, growing by
approximately 11% per
year. But even with this
rapid growth, they are likely to contribute
only 1% of the world’s total energy pro-
duction by 2030. Despite the current
Government subsidies, ethanol from corn
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is an inefficient fossil fuel substitute, and
the recent use of corn to produce ethanol
has resulted in a dramatic increase in the
cost of corn for animal feed, ultimately
increasing the cost of meat and dairy
products for human con-
sumption. Nuclear, hydro,
and geothermal power will
undoubtedly grow in sig-
nificance in the coming
years, but oil, gas, and coal
are still expected to
remain the predominant
energy sources in the fore-
seeable future, maintaining
about 80% share of total
global energy demand.

Greenhouse Gas Emissions

If we accept that fossil fuels will remain
the dominant source of world energy
supply and that world energy demands
will rise in the coming years, we must
also recognize that greenhouse gas emis-
sions will increase. While there is no
unanimity of opinion on the link
between greenhouse gas emissions and
climate change, there is growing pres-
sure on governments and energy compa-
nies to reduce such emissions. Bowing to
shareholder pressure, the large energy
companies have undertaken a number of
initiatives to improve efficiency and
reduce greenhouse gas emissions in
recent years. Because a large percentage
of greenhouse gas emissions are directly

We clearly need to focus on finding
ways to conserve energy, develop

viable alternatives to oil, and reduce
greenhouse gas emissions.

or indirectly associated with oil for con-
sumer use and transportation, efforts
have focused on improving vehicular
fuel efficiency and emissions control and

developing alternative fuel sources. In
addition, processing improvements at
refineries have helped both reduce emis-
sions and reduce costs. However, even
though the technology to capture and

Taking into consideration all these
factors, does it still make sense for
the average investor to buy oil stocks,

and can oil really be considered a
“socially responsible” investment?

store greenhouse gas emissions from fos-
sil fuel-powered electricity generating
plants and similar facilities is available,
it is not widely deployed at this time due
to cost and technical considerations.

Investment Opportunities

Taking into consideration all these fac-
tors, does it still make sense for the
average investor to buy oil stocks, and
can oil really be considered a “socially
responsible” investment? We feel that
the integrated energy companies still
have a place in a well diversified
investment portfolio, and will continue
to do so for many years to come. Qil
company profits may not rise quite as
rapidly as in recent years, and future
governments may attempt to levy heavy
taxes on such profits, but we anticipate
that oil companies will continue to
generate substantial cash flows and pro-
vide substantial dividends. The socially
responsible investor may draw some
reassurance from Fortune’s 2007 rank-
ing of the top 100 Socially Responsible
companies, which included three of the
giant integrated energy companies in
the top ten, with BP in first place.
Companies were measured on the
extent to which they put responsible
practices at the heart of their business.
Maybe “Big Bad Oil” can be a “green”
investment after all. &



PLANNED GIVING NEWS continued from page 3

term investment return projection of
6.422% or [(.40%.09) + (.55*.0468) +
(.05*.0496)]. Our result is slightly higher
than the 6.25% on the ACGA website.
For purposes of this article, and to illus-
trate a point, we will go ahead and
assume an investment return of 6.422%,
the higher of the two numbers.

Though we agree that the long-term mar-
ket projections of the ACGA are reason-
able, as investment professionals, we
believe the reality of market returns can
be much less predictable over the shorter
term. Stock market data for the eight years
ending February 29, 2008, is a perfect time
period to help illustrate this point.

Jake, a 70 year-old male, gave $100,000
to Charity ABC on February 29, 2000.
Greg, ABC’s development representa-
tive, offered Jake a 7.75% lifetime annu-
ity (this rate was arrived at by visiting
the ACGA website), which Jake agreed
to happily. Greg’s expectation was that at
the end of Jake’s life, ABC should be left
with approximately $50,000.

Greg added the entire $100,000 to the gift
annuity pool managed by XYZ
Investments. Greg told XYZ that Jake
would receive $7,750 per annum for the
rest of his life, which life expectancy tables
indicated should be approximately 17
years. XYZ charged ABC 1% of assets
under management for investment services
related to the pool. Both parties agreed
that they will invest the gift annuity port-
folio as follows: 5% in 91-day U.S. Treasury
Bills, 55% in the Lipper Intermediate U.S.
Government Index Fund, and 40% in the

Standard & Poor’s 500 Index Fund.

Time marches on. Eight years have gone
by since Jake made his gift. Anna, treas-
urer at ABC, is doing a study to find out
how each gift annuity has done relative
to the 50% remainder assumption. When
she gets to Jake’s gift annuity, she discov-
ers that the current market value of the
gift annuity is $67,001, with nine years
remaining according to the original life
expectancy assumptions. Anna is shocked
and wants to know what happened.

JAKE’S GIFT ANNUITY

$100,000

$90,000

ORIGINALLY PROJECTED VS ACTUAL VALUE TODAY

being conservative on
gift annuities pays well
over the long term.

Sometimes, Safety
Is In The Numbers

$80,000 —

$86,636

ORIGINALLY
PROJECTED

A gift annuity fund is a

pool of many annuity

(MARKET VALUE)

VALUE contracts, with a wide

range of demographics

behind each.

$70,000

Inevitably, some annui-

$67,001 . .
ACTUAL tants will die long
Tobay before their life

$60,000
2000 2001 2002 2003 2004 2005
(YEAR ENDING FEBRUARY 28)

2006 2007 2008

expectancy, while oth-
ers will live long past it.

The simple explanation from XYZ
Investments is that returns in the stock
market over the past eight years were
1.5% rather than the assumed 9%. The
total portfolio return was 5.1% rather
than the projected 6.4%. XYZ goes on to
explain that even if returns become more
normalized, and the return of the portfo-
lio is 6.4% over the remaining nine
years, the market value of Jake’s gift
annuity will likely not exceed $27,000.

The short life of one
may generate a surplus which offsets the
loss due to the long life of another. The
positive investment return of one annuity
over the long term may help offset the
negative investment return of another
over the short term. This kind of diversifi-
cation can only be accomplished by keep-
ing all the funds in the pool to begin with.

If a charity chooses to spend funds prema-
turely from gift annuities, and is unfortu-
nate in facing a drawn

$100,000

$80,000 o

JAKE’S GIFT ANNUITY AT MATURITY
EXPECTED VALUE WITH NORMALIZED RETURNS AFTER 2008

out period of inferior
investment returns in
the market (such as the
one in the example
above), it is bound to

$60,000

experience significant
problems. On the other
s61.053 hand, if the pool is

(MARKET VALUE)

ORIGINALLY
PROJECTED .
LUE made up of a collection

of gift annuities which

$40,000

$20,000

have experienced mar-
$26,676
REVISED

ket returns ranging
EXPECTED
VALUE from excellent to very

200
2001
2002
2003
2004
00!
006
007
00!
00"
N
N

(YEAR ENDING FEBRUARY 28)

poor, they are more

likely to offset one

another in the end.

The reality of market returns over the
short term can differ substantially from
long-term projections. Although picking
time periods for investment returns is not
a fair game, the intent of this example is
to emphasize the unpredictability of such
returns. A lesson to be learned is that

Safety is in the num-
bers. The diversification of returns of the
individual gift annuities helps to keep the
overall program solvent.

In some cases, we have clients who opt
to retain matured gift annuities in the

continued on page 8
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Safety is in the numbers. The diversification of
returns of the individual gift annuities helps to keep the

overall program solvent.

pool until such time
as they need the
funds. In the mean-
time, those surplus
unallocated funds

$150,000

help maintain the $100,000

EFFECT OF LOST COMPOUNDED RETURNS
ORIGINAL INVESTMENT VS EXPECTED RESIDUARY VALUE

H ORIGINAL INVESTMENT
CJRESIDUARY VALUE

overall health of the
pool.

Effect Of Lost
Compounded Returns

$50,000

(MARKET VALUE)

According to the
ACGA, following

their assumptions for ($50,000)

rates and investment
returns should lead to
an estimated resid- ($100,000)
uary value of 50%

INVEST 100%

INVEST 95% INVEST 90% INVEST 75% INVEST 50%

over the long term.

They properly point out that this resid-
uary value is based on the entire gift
remaining in the pool throughout the
entire life of the gift annuitant. Besides
the unpredictability of returns explained
above, when a charity spends part of the
money upfront, it permanently gives up
the benefit of future compounded
returns of the funds withdrawn.

To illustrate this point, we will assume
that all ACGA assumptions come to
pass, including good market perform-
ance. In other words, investment per-
formance is 6.42% each year for 17 years
beginning February 28, 2000, when Jake
originally steps in the door of ABC
Charity and donates $100,000 into the
gift annuity fund.

This time, however, Greg entertains
the idea of taking some of the gift
annuity money upfront to fund a cur-
rent project of the charity and invest-
ing the balance in the pool. Prior to
doing so, he runs the idea by XYZ
Investments. This is what XYZ comes
up with (see chart above):

In Conclusion...

The key words in the ACGA’s definition
of a gift annuity are “general obligation
of the charity” and “backed by the chari-
ty’s entire assets.” In other words, if the
original gift by the donor runs out prior
to the death of the annuitant, the chari-
ty remains on the hook. The liability
does not end, as it is backed by the char-
ity’s entire assets.

Few things are more painful than having
to put additional charity funds into an
insolvent pool. Perhaps the only more
painful situation is the position in which
a new board member finds himself when
he is faced with the insolvency of the
fund during his watch. The unfair part of
the story is that this board member had
nothing to do with the original decision
to spend part of the gift annuity funds
ahead of time.

Better safe than sorry is our best invest-
ment advice to you. This is just one
more example where deferred gratifica-
tion is indeed the best answer. ¢
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